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: HE focus of world attention 
I on minerals and the major role 


which the minerals play in the 
preparation for and conduct of war 
has centered largely around the so- 
called strategic minerals—minerals 
which by reason of restricted dis- 
tribution have suddenly become 
scarce and their necessity impressed 
upon us. We think of manganese, 
tin, aluminum, oil, mica, graphite, 
magnesium, beryllium, chromite, etc. 
Tonight I should like to direct 
attention toward the geographic as- 
pects of mineral distribution and 
their relation to national power— 
more specifically, to two groups of 
primary or basic industrial minerals, 
namely, the energy group and the 


iron group. For it is by these two 


groups of minerals that the political 
shape of things to come will largely 
be determined, and it is the strategic 
distribution of fuels and the steel- 
making minerals that shapes the 
destiny of nations or continents. 

Geography and technology have 
conspired to select a small number 
of districts where the conditions 
for industrial development are fa- 
vorable and where centers of indus- 
trial, political, and military power 
tend to be localized. 


*An address delivered before the So- 
ciety of Sigma Xi at the University 
of Illinois. 


Technologic Basis 


The twin relationships of power and 
a suitable industrial material have 
provided the basis and opportunity 
for industrialization. Much has been 
said of the place of fuels and power 
as a factor in industrial production. 
Not so much stress has been laid 
upon the unusual characteristics of 
the metal of industry—iron—as an 
essential element in the success of 
industrialism as a vehicle for the 
production of wealth. 

At the risk of a seemingly ele- 
mentary discussion of the properties 
of iron and of the group of alloys 
of which iron is the principal con- 
stituent, permit me to point out 
certain significant characteristics. 

Abundance of Iron in Nature and 
Its Low Recovery Cost.— Abun- 
dance, as here used, does not refer 
to percentage of the metal in the 
earth’s crust or its relative standing 
among the elements of that crust 
although, as a matter of fact, it is 
exceeded among the metals only by 
aluminum. Abundance, as it is here 
understood, refers to ore concentra- 
tion, geologically accessible at low 
cost and aggregating in tonnages 
that permit economic exploitation on 
a large scale—and on an ‘elaborate 
scale, with the aid of power me- 
chanics. 

Abundance of ore, in itself, does 
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not insure utility. The cost of sepa- 
rating the metal from the ore is an 
exceedingly important consideration 
and the place of iron in the low-cost 
group among the metals has widened 
its field of commercial availability. 
This cannot be said, to the same 
degree, for aluminum and magne- 
sium. 


Versatility of Iron and Its Steel 
Alloys.—The use of one or more of 
the group of metals known as the 
ferro-alloys has provided the steel- 
maker with the means of producing 
a variety of steel alloys, each of 
which is endowed with a combina- 
tion of properties by which a par- 
ticular use of steel is most effi- 
ciently served. 

Property of Magnetism. — The 
property of magnetism, present in a 
pronounced degree only in iron, is 
fundamental to the development of 
modern electrical machinery. Our 
entire range of magnetic and electric 
appliances is dependent upon this 
one metal. It is essential for the con- 
struction of the dynamo, the electric 
motor, the telephone, the radio, the 
compass, and a large number of 
electrical measuring instruments. 
The electrification of industry and 
the widespread application of elec- 
tric power in manufacturing, trans- 
portation, and communication are 
based upon the magnetic property 
of iron. 


Iron and Steel Among the 
Newer Metals 


Other so-called “new” metals, such 
as aluminum and magnesium, are 
entering the picture to some extent. 
Their role will continue to be that 
of auxiliary and contributing in- 


dustrial materials. It is hardly to be}. 


expected that these metals, in spite 


of their abundance in the earth’s| 
crust, will replace steel in substan- |}. 
tial percentages or in the versatility | 
of use now characteristic of the} 


steel group. 


We can, therefore, anticipate only | 
slow and gradual changes in the} 
framework of the world’s economy |) 
—changes which will result from the |) 
decline of existing steel districts or |} 


the rise of new districts. 


Geographic Framework of the 
World Industrial Districts 


Although the distribution of energy 


materials is widespread and that of | 
iron ores even more so, the con- 


ditions under which steel can be 
produced in a world competitive 
market are somewhat restricted. 


Mass handling of raw materials, | 
large tonnage demands, and heavy | 
capital investment in mine machinery | 
tend to concentrate production upon | 
than |) 


fewer and larger deposits 
hitherto. Transportation costs tend 


to limit production to districts where | 
coking coal and iron ore are rela- | 


tively closely associated. Within the 
framework of these limitations there 
have developed five areas of major 


importance; one region is striving to | 


join the major league; and, in ad- 
dition, there are a somewhat larger 
number of districts of local signifi- 
cance only. 

Some of these centers are showing 
signs of age; others are just be- 
ginning. Whatever the past may 
have been or the distant future is to 
be, a cross section of world economy 
today delimits these six districts as 
centers of power. 
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World Industrial Pattern 


These six major steel nuclei, based 
on juxtaposition of ore and coal, 
that today form the world’s points 
of industrial and military power are 
as follows: 


NBR WHN Re 


joy 


. Northeastern United States 

. United Kingdom 

. The Ruhr-Lorraine 

. The Donetz Basin 

. The Ural-Kuznets-Kiraganda 


Kombinat 


. The Pacific steel area: scattered 


steel producers in the Orient 


Significant characteristics of these 
six districts in their relations to in- 
ternational affairs may be outlined 
as follows: 


ip 


The United States: Deficient in 
certain alloying materials; a 
strong reserve of coking coal 
and iron ore. 


. The United Kingdom: A de- 


clining center of steel produc- 
tivity. 


a. Will early enter into a period 


of sharply increasing coal 
costs. 

b. Half of Britain’s iron, nor- 
mally, is imported from for- 
eign sources, higher in grade 
than her own, namely, from 
Sweden, Spain, Sierra Leone. 

c. Deficient in all alloying ma- 
terials and some refractories. 


. The Ruhr-Lorraine: The most 


powerful coal-iron base in 

Europe. 

a. Shares with the British unit 
the basic materials of the in- 
dustrial productivity for all 
European nations west of the 
U.LS.S.R. 


b. Assumes an important po- 
sition in international politi- 
cal relations because of the 
declining power of the Brit- 
ish steel unit; is located 
mainly in Germany, but over- 
laps into France, Belgium, 
and Luxemburg; the unchal- 
lenged leader of industrial 
power in Europe. 

c. Characteristics of this unit: 
1) Adequate coal and ore re- 

serve backing. 

2) Fair access to principal 
steel-alloying ingredients. 

3) Geographic but not politi- 
cal access to adequate oil 
supplies. 

4) Mainstay of the liveli- 
hood of a large portion of 
the 300 million people of 
western Europe. 


4. The Donetz Basin 


a. Original steel district of old 
Russia and basis for begin- 
nings of U.S.S.R. steel in- 
dustry. 

b. Growth and development 
governed by economic fac- 
tors, in contrast with the 
newly developed Ural-Kuz- 

- nets base. 

c. Location in U.S.S.R. is such 
as to make it the Achilles 
heel of the Russian defense. 

d. Of immense importance be- 
cause of: 

1) The combination of sup- 
porting raw materials 
available in the Black 
Sea area and of strategic 
importance on one of the 
most important of ocean 
highways. 
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2) The configuration of land 
and water bodies which 
provides an_ easily 
defended, land-locked 
warm-water body from 
which the Red Sea-Medi- 
terranean waterway can 
be completely controlled 
by a major power seated 
on the Black Sea and the 
Straits. 


5. The Ural-Kuznets-Kiraganda 
— Kombinat 

a. Distinctly a steel develop- 
ment of military rather than 
economic significance. 

b. Designed and developed by 
the U.S.S.R. to provide an 
industrial base for the de- 
fense of Soviet territory, 
and to supplement the vul- 
nerable and indefensible 
Donetz Basin during the war. 


6. The Pacific Steel Area 
a. Characteristics of the Pacific 
economy: 

1) Few large available cok- 
ing coal deposits. 

2) Small deposits of near-by 
iron ore and larger de- 
posits of distant iron ore. 

3) Ocean transport and fuel 
oil supply—the twin keys 
to the development and 
maintenance of industrial 
production. 


Inter-District Relationships 


1. Basic assumption: Areas domi- 
nated by, or neighboring on, a 
steel nucleus will develop a 
community of economic inter- 
est, and conflicts with other 
districts may develop. 


2. Conflicts may develop in: 

a. Struggle over strategic min- 
eral supplies. 

b. Struggle for markets. 

c. Struggle for strategic routes, 
bunkering stations, or land 
areas. 

d. Attempts to monopolize stra- 
tegic raw materials. 


Concentration of Power in 
Countries Bordering the 
North Atlantic 


Worthy of note, in reviewing these 
industrial districts in perspective, is 
the concentration of industrial power 
in countries bordering on the North 
Atlantic. Here we find 90 per cent 
of prewar steel production, with a 
comparable output of coal. Here we 
find the only heavy concentration of 
population engaged in industrial 
pursuits. And in the disposition and 
social control of the power resident 
in the European branch of the At- 
lantic Basin resources is the key to 
the issue of war or peace in the 
future. 

It is, therefore, pertinent to ex- 
amine more closely the structure and 
the international interrelationships 
of the European mineral economy 
and the import of these aspects to 
the United States. 


European Wealth in Minerals 


The continent of Europe is abun- 
dantly endowed with the mineral re- 
sources necessary for as high a 
degree of material prosperity as 
modern technology can provide. The 
coal fields of Great Britain, Ger- 
many, and Poland and the iron ores 
of France, Great Britain, Sweden, 
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Spain, and North Africa provide the 
basic raw materials of industrial 
society. Supporting these basic ma- 
terials are the extensive oil resources 
of the Near East (which is geo- 
graphically and politically associated 
with Europe); lead and zinc in Si- 
lesia and Spain; aluminum ores in 
France, Norway, Dalmatia, and 
Hungary; potash in Germany; phos- 
phates in North Africa; and pyrites 
in Spain. There are deficiencies, it 
is true, but under a condition of free 
access to the ocean these are not 
serious. 

Imposed upon this abundantly en- 
dowed physical area are a number of 
political units, not one of which 
possesses ample raw materials or 
unified market outlets for the eco- 
nomical and effective operation of a 
productive society based upon power 
machinery, mass production, and a 
mass market. Nor has European 
statesmanship been able to achieve 
the political unity or international 
cooperation necessary for the con- 
struction of an efficient economic 
unit. In varying degrees and in 
several forms the struggle for an 
economy based upon national self- 
sufficiency was not only continued 
after World War I; it was even 
intensified. 

Instead of cooperation, Europe 
chose narrow nationalism. Germany 
turnéd to synthetic liquid fuel de- 
rived from coal, iron smelted from 
low-grade ores, aluminum substi- 
tuted for copper and synthetic rub- 
ber. Poland subsidized a coal export 
industry for foreign credits and 
taxed the domestic users to provide 
for this luxury; France drained her 
wealth into the Maginot Line and 


thus brought about her ultimate 
downfall; England tried to shut out 
the continent by Empire trading; all 
ignored the fact of the fundamental 
economic unity of the European 
continent and the economic interde- 
pendence of European political sub- 
divisions. 

In this intense nationalistic com- 
petition, the several nations turned 
to whatever economic weapons were 
at their command, of which coal was 
an important one. Instead of an in- 
strumentality for achieving conti- 
nental prosperity, coal was used as 
a weapon for the achievement of 
national superiority. The develop- 
ment of excess mine capacity in 
Europe served to divert labor effort 
and capital investment unduly into 
mine equipment, and attempted coal 
production—efforts which, in an 
efficiently managed economy, should 
have been directed toward the pro- 
duction of goods and services really 
needed in Europe. 

The small-state system, accom- 
panied by tariffs, export and import 
quotas, limitations on the movements 
of population, and other hampering 
restrictions, vitiated the efforts of 
management to make the most effec- 
tive use of the tremendous produc- 
tive power of modern power. tech- 
nology. What has been accomplished 
in the large free-trade area of the 
United States, with its vast popula- 
tion of high purchasing power, its 
similarity of languages, of taste, and 
desires, and a machine technology 
that is unsurpassed elsewhere in the 
form of high productivity, has so 
far not been achieved in Europe 
although the opportunities are com- 
parable. The efforts to produce sub- 
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stitute or “ersatz” materials from 
high-cost materials have signally 
failed. 

The present struggle is, among 
other things, a clash between ex- 
treme nationalism and modern tech- 
nology. The outcome is in doubt, 
regardless of the nature of the mili- 
tary victory. 


The Coming Struggle for 
Power in Europe 


In a study of the possible areas of 
future conflict among the European 
powers, consideration must be given 
to two major elements: first, the 
existing position, the changing im- 
portance, and the interrelationships 
of the three major steel centers— 
i.e., the Ruhr-Lorraine, the United 
Kingdom, and the dual steel base of 
Russia; second, the role of the vast 
oil reserve in the Persian Gulf area. 

It must not be considered as in- 
evitable that the present war will be 
followed by another of like propor- 
tions among the surviving powers of 
Europe and America. On the other 
hand, the possibility cannot be ex- 
cluded. Neither must it be assumed 
that the defeat of Germany will 
necessarily mean her permanent dis- 
appearance as a European power. 
Whatever happens to the present 
German government and the German 
army, the Ruhr coal fields and the 
Lorraine iron ores, supported by the 
Swedish iron reserve—these sinews 
of modern war—will still continue to 
exist in northwestern continental 
Europe. Whoever possesses these re- 
sources owns the elements of mili- 
tary power. 

For the present, we can only ex- 
amine the potential developments 


based upon the powers resident in 
the coal-iron supply. Our first con- 
cern is the United Kingdom. The 
close of the war will in all proba- 
bility see the declining British iron 
and coal base considerably weaker 
fundamentally than at the close of 
the last war and also at the outbreak 
of the present war. This process of 
decline has been going on since 
World War I. 

In a notable paper entitled, “The 
Coal Question,” presented before the 
British Institution of Mining Engi- 
neers, the late E. O. Forster-Brown, 
past president, and a coal mining en- 
gineer of wide experience in both 
the British and the Ruhr fields, ana- 
lyzed the critical position of the 
British coal industry and the United 
Kingdom. The gist of his conclusions 
is that in approximately 45 years 
coal production in the United King- 
dom will enter a period of sharply 
increasing costs, whereas a similar 
condition is likely to prevail in the 
Ruhr district only after the lapse of 
approximately 185 years. 

In so far as competition with the 
continental fields affects the British 
coal industry, the evidence seems to 
point toward an increasingly difficult 
position for British coal producers. 
Production records, export records, — 
comparative trends among European 
producers—all point in the same 
direction. 


Quoting Mr. Forster-Brown: 


From the foregoing evidence and 
remarks, I think certain conclusions 
can fairly be drawn. First, that a 
large output of coal is essential to 
employ and support the existing level 
of population in this country; sec- 
ondly, that Great Britain is more de- 
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pendent for her prosperity upon a 
high absorption of coal for export 
and industrial purposes than the ma- 
jority of other important coal produc- 
ing countries; thirdly, that the rate of 
output of coal in Great Britain shows 
a tendency over a period of years to 
decline compared with past perform- 
ance, relatively to the majority of 
other coal producing countries, to 
world production, and per head of 
population; and fourthly, that over the 
past 25 years the exports of coal from 
Great Britain have been nearly halved, 
while in the case of Germany, the ex- 
port tonnages have been nearly main- 
tained at the same rate as 25 years ago. 

Further, from such evidence as is 
available, it would appear that the life 
of the more cheaply worked and better 
quality seams being worked at the 
present time is relatively short; and 
that as these become exhausted and 
coal has to be worked from greater 
depths and under greater natural dif- 
ficulties, the coal output and exports 
from this country will decline still 
further, relatively to competing coal 
producing countries. . 


This situation offers the possibili- 
ties of: (a) closer relations with 
the United States, (b) an alliance 
with the rising Russian power, or 
(c) a union with northwestern Con- 
tinental Europe. Each of these pos- 
sibilities poses its own problem for 
the United States. 

We turn now to consider the po- 
sition ofthe Ruhr-Lorraine district. 
In some respects, this area holds the 
key to the peaceful development of 
Europe. 

Relative to the British steel unit, 
the European continental steel dis- 
trict, embracing the Ruhr Valley in 
Germany, northern France, Belgium, 
and Luxemburg, was, until inter- 


rupted by the war, increasing in eco- 
nomic as well as military power. 
Before the war, its steel output was 
approximately twice that of the 
British industry. Its coking coal re- 
serves are the most extensive in 
Europe. The actual reserve of iron 
ore, including the deposits in Ger- 
many and Austria, constitutes nearly 
half that of western Europe. To this 
can be added the readily available 
supplies of Swedish ore, further 
augmenting the dominant position 
of this industrial district. 

This coal-iron resource combina- 
tion is the fundamental base of eco- 
nomic activity and source of live- 
lihood for the 300,000,000 people of 
Europe west of the U.S.S.R. Not 
only those populations directly en- 
gaged in industrial production, in 
mining, and in transportation, but 
also the food-producing populations 
in east central Europe depend in 
some measure upon the productivity 
of this district. 

Western Europe does not lack 
adequate resources for industrial 
production. The question at stake is 
just this: To what purpose is the 
productivity of these resources to be 
directed? This productivity can be 
used either as a means of producing 
the instruments of military power or 
for the development of a highly pro- 
ductive and peaceful economy. In 
two successive attempts, the Ruhr- 
Lorraine industrial district has been 
used. by German military leaders as 
a springboard from which to attempt 
world conquest. The second attempt 
nearly succeeded, and signs are not 
wanting that the German war lords, 
balked by the might of the democra- 
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cies for the present, will seek a truce 
and organize for a third attempt. 

The paramount issue of the pres- 
ent war, so far as the western de- 
mocracies are concerned, is the con- 
trol of this area so that it cannot 
be so used again. Mere control over 
the production of this area would be 
insufficient, however. Employment 
and the means of a livelihood for the 
millions of western Europe depend 
upon the rapid return to productivity 
of this area and the maintenance of 
a high scale of productivity at a 
high level of efficiency. The problem 
of an enduring peace is therefore 
twofold: first, that of destroying 
the German military machine as well 
as the industrial tools which gave 
that machine its military power; and, 
second, the task of channelling the 
productive power of the area into 
the manufacture of goods and of 
employing the entire continental 
European labor force for an econ- 
omy of peace. Unless the latter pur- 
pose is accomplished, swiftly, and 
with a primary regard for an ef- 
ficient continental economy rather 
than for the nationalistic ambitions 
of small individual political units, 
there is grave danger of a rapid 
descent of western Europe into 
chaos and anarchy. 


The Donetz Basin and the 
Black Sea Area 


The significance of the Black Sea 
area as a potential industrial and 
strategic area has not been appre- 
ciated in the United States. Climate, 
soil, topography, configuration of 
land and water bodies, primary fuel 
(coal and oil), iron ore, and ferro- 
alloy resources unite to make this 


one of the potential industrial power ||. 
centers of the world. The conflicting | 
interests of European countries have | 


prevented the acquisition of this ||” 


region by any one of the large Euro- | 
pean powers. This factor, and this 
alone, may have prevented the de- 
velopment here of an _ industrial 


power unit comparable in scope with ||: 


that of the British iron and steel | 
unit. 

Consider the possibilities of the 
physical resources of the area if it 
were under unified management. 
The coal and iron of the Donetz | 
Basin are adequate in quality and 
quantity to support a major steel- 
manufacturing industry. To the 
north lie the rich Ukrainian wheat 
lands, a potentially vast market for | 
industrial products. Added to this 
are the smaller but not insignificant 
markets of the Mediterranean states | 
to the west and the markets of | 
Turkey and the Levant to the east. | 
In the midst of this area is the land- 
locked expanse of the Black Sea, a 
warm-water body which can safely 
shelter a navy against any possible 
foreign attack. For the operation of 
such a navy, ample resources of low- 
cost oil are available. In the immedi- 
ate years to come, we must consider 
a powerful navy as an essential safe- 
guard of an industrial district or 
region. 

That the German leaders are fully 
aware of the potentialities of this 
region there can be no doubt. The 
importance of sea power is thor- 
oughly appreciated by them, and they 
realize that naval strength must be 
achieved before their position as a 
world power can be secure. And 
only in the Mediterranean and the 
Black Sea are the physical condi- 


AUGUST, 1944 Y 


tions favorable for the development 
of a powerful German navy. The 
Baltic, aside from its closed winter 
season, is too far from supplies of 
petroleum; synthetic oil is much too 
costly in man-hours for extended 
naval use. The coastal position of 
the Low Countries is vulnerable to 
attack. Control of the Black Sea and 
its connecting water-courses would 
eventually bring with it control of 
the Mediterranean and Red Sea 
courses. 

The Black Sea area under unified 
German control with a Nazi outlook 
would carry with it a serious threat 
to the economic welfare and the po- 
litical security of the United States. 
The Mediterranean and the Red 
Seas would be converted into Ger- 
man lakes. Oil, ferro-alloys, and 
other raw materials, essential to in- 
dustrial production in western Eu- 
rope, and to some extent in the 
United States, would move under 
terms dictated by the German gov- 
ernment. The British economy, or 
what was left of it, would be limited 
to economic activities in the North 
Atlantic Basin. Control of Africa 
would fall to the German powers, 
and the economic integration of 
food- and mineral-producing South 
America with industrial continental 
Europe would proceed apace. 

The threat to America, if a Ger- 
many in control of the Black Sea 
were so inclined, would probably 
take the form of: 

1. The establishment of military 
bases and economic supremacy 
in South America. 

2. Economic strangulation of the 
United States by cutting off 


several unusually strategic min- 
erals. 

3. In a more aggressive form, a 
challenge to American suprem- 
acy in the Caribbean and the 
Canal Zone. 

4. A definite subordination of the 
WS-SeR: 

On the contrary, if the Black Sea 
area were under the control of the 
U.S.S.R., it would provide that 
nation with the mineral and fuel re- 
sources essential to a position as a 
first-class power in Europe. The 
situation in the U.S.S.R. is a rather 
interesting one. The prewar steel 
district in the Donetz Basin contains 
the best and largest reserves of iron 
ore, so far disclosed, in the domains 
of the U.S.S.R. and has maintained 
the leading position as a producer of 
steel in spite of the developments at 
Magnitogorsk and the eastern slope 
of the Urals. Without the old steel- 
producing center in the Donetz, 
Russia would rank as only a moder- 
ate industrial power with its center 
of gravity in western Siberia. Its po- 
litical power and influence in Europe 
would be distinctly secondary. 

However, the Donetz Basin is vul- 
nerable to attack and rapid conquest 
by a powerful German eastward 
thrust and, as such, is inadequate in 
a plan of Russian national defense. 
It was therefore essential to an ade- 
quate industrial preparedness and 
defense system that the Russian 
leadership develop the steel district 
in the Ural Mountains to support 
the army during the period when 
the Donetz district was under enemy 
control. 
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Oil in the European Struggle 


We have reserved final considera- 
tion for the third of the great min- 
eral trio that form the basis of mili- 
tary power—petroleum. If America 
is an interested party because of her 
‘future relationships with the steel 
districts of Europe, she becomes 
deeply involved in European affairs 
in the case of petroleum. 

_ The center of world interest is 
focused on the Near East and the 
Persian Gulf area. Long known as 
an important oil reserve and a sub- 
stantial contributor to the world’s 
annual oil supply, those regions are 
suddenly assuming a major role in 
international relations. Current esti- 
mates assign nearly half of the 
world’s known 60 billion barrels of 
reserve to this area alone, and ever- 
expanding knowledge of the struc- 
ture of this area points toward even 
greater discoveries in the future. 

Production costs in the Middle 
East are low. Although compara- 
tively few wells have been drilled, all 
have proved to be large producers. 
The oil comes from the thickest oil 
horizon yet discovered, and the wells 
will produce at a high rate for years. 
The actual cost of producing the oil, 
exclusive of royalty payments, which 
range from 22 to 28 cents a barrel, 
is estimated at from 10 to 15 cents a 
barrel. 

This is a thumbnail sketch of the 
economic aspects of this vast oil 
reservoir. 

The political aspects, likewise, can 
be sketched only in brief, pointing 
out the major interests of the world 
powers. 

For the nations of western Europe, 
devoid of oil reserves in their own 


domains, the Near East is the logical 
supply source. After the war, this 
area will supplant South America as 
one of the principal suppliers of Eu- 
rope. Our own nation is assuming 
a keen interest in this area of late. 

American interest in the Persian 
Gulf fields is based on the unfavor- 
able discovery record in our own 
country since 1938, the fear that our 
peak of discoveries has been passed 
and that our domestic production 
will have to be supplemented by im- 
ports, and the need of low-cost oil, 
well-distributed geographically to 
fuel our expanded postwar naval and 
military establishment. 

If we must look outside our own 
continent for a substantial portion 
of our annual petroleum require- 
ments, the Persian Gulf area pos- 
sesses a certain degree of attractive- 
ness. The information available to 
date indicates that the reserves of 
this area are almost equal to our 
own or, in the opinion of some who 
are familiar with the area, even 
exceed our own. 

The next largest reserve available 
to us is southern South America; 
the oil in sight in this area, however, 
even if entirely allocated to the 
United States, would merely delay 
our oil shortage. Eventually, we may 
find it necessary to interest ourselves 
in the oil of the Persian Gulf area. 
Whether American participation in 
the development and exploitation of 
this vast reserve should be left to 
the initiative of the oil industry, or 
whether the American government 
should actively participate therein, is 
the question underlying the present 
controversy in government and pe- 
troleum circles. 


The Changing Constitution* 


Russet, N. SULLIVAN 


College of Law, University of Illinois 


VENTS of recent months have 
KR raised many troublesome ques- 

tions of constitutional law. In 
May, the newspapers were filled with 
stories about the seizure of the Chi- 
cago store of Montgomery Ward 
and Company by the President of 
the United States. Charges and 
counter-charges were hurled at op- 
posing parties in the public press. 
There were discussions of the scope 
of the executive power in wartime. 
These discussions present the larger 
questions: What were the funda- 
mental bases upon which the Con- 
stitution of the United States was 
founded? How far have the inter- 
pretations of the courts changed the 
content of the Constitution? 

A careful study of the records of 
the Constitutional Convention has 
led me to the conclusion that the 
Constitution was shaped by three 
fundamental concepts: 

First, the national government is a 
government of delegated or enumer- 
ated powers, and it has only those 
powers which are specifically granted 
to it. The great residue of powers not 
delegated to the national government, 
as the Tenth Amendment indicates, 
are reserved to the states or to the 
people. The states wished to give to 
the national government only those 
powers essential for peace and security 
and for the maintenance of interstate 
and foreign trade and commerce. 

Second, the national government is 
founded upon a system of checks and 


*The substance of this article was 
given in a public address. 


balances which finds its expression in 
the doctrine of separation of powers. 
This means that to each of the three 
departments of government, legisla- 
tive, executive, and judicial, is given 
its own area of supremacy. Each is, 
in some measure, a check on the co- 
ordinate branches. 

Third, individual freedom was to be 
protected against actions by govern- 
ment, whether state or national. The 
right of an individual to be free to 
pursue a lawful calling, to be free 
from interference in his home, in his 
religion, in his speech, and in his per- 
son was deemed to be so essential a 
part of free government that at the 
time of the Convention, the Bill of 
Rights, reserving these rights to the 
people, was not even included in the 
Constitution. It was felt that these 
rights were so fundamental to a free 
man that they did not require enumer- 
ation in the document. The Bill of 
Rights, which constitutes the first 
eight amendments, was added a short 
time later to make sure that these 
rights would remain inviolate. These 
were individual rights. 


It is axiomatic that a constitution 
must be sufficiently flexible to permit 
of changes in the government and 
to allow for political and economic 
responses to the felt need of the 
times. The inquiry here is whether, 
in this change, there has been a com- 
plete departure from the funda- 
mental concepts of 1789. One can 
find the changes best expressed in 
the decisions and opinions of the 
United States Supreme Court. The 
interpretation of the great clauses 
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of the Constitution may depend 
largely on the economic and political 
philosophies of the judges of that 
Court. 

The first great figure on the Court 
was Chief Justice Marshall, who be- 
came the chief justice in 1801. He 
was a believer in a strong national 
government. In deciding cases aris- 
ing under the Constitution, he 
reached conclusions which would 
strengthen the national power. In a 
very early opinion, the Court, speak- 
ing through Chief Justice Marshall, 
held that the judicial department of 
the government had power to de- 
clare acts of Congress unconstitu- 
tional. Thirteen years later, it was 
decided’ that the judicial department 
also had the power to declare acts of 
a state unconstitutional. Although 
it has been charged that the doctrine 
of judicial supremacy was an un- 
warranted assumption of power by 
the Court, it has been accepted with- 
out much question for more than a 
century. 

It will be possible here to ex- 
amine only a few of the outstanding 
cases which illustrate the changes 
which have occurred in interpreta- 
tion of the Constitution. First, there 
has been a tremendous expansion 
of the national power. The first 
major inroad into the doctrine that 
the national government is a gov- 
ernment of delegated or enumerated 
powers was made in the case of Mc- 
Culloch v. Maryland. In this case, 
in which Chief Justice Marshall 


*Marbury v. Madison, 1 Cranch 137, 2 
L. Ed. 60 (1803). 


2?Martin v. Hunter's Lessee, 1 Wheaton 
304, 4 L. Ed. 97 (1816). 


wrote the opinion, the Court held 
that the Congress had not only the 
powers specifically granted to it by 
the Constitution, but it also had 
some implied powers.’ The implied 
powers included anything necessary 
to carry into effect powers specifi- 
cally granted. “Necessary” did not 
mean absolutely necessary, but it 
included those which were reason- 
ably necessary. The Court therefore 
implied that the Congress had power 
to establish a national bank, even 
though nothing was said about it in 
the Constitution. Further, since the 
power of the Federal government is 
supreme in any area in which it 
operates, the State of Maryland was 
held powerless to tax the operations 
of the bank. In one opinion, the 
power of the central government 
was expanded and the power of the 
state government restricted. The 
doctrine of implied powers, however, 
has not been the basis of a substan- 
tial increase in the area in which 
Federal acts can be extended. 

Two clauses of the Constitution 
have been interpreted in such a way 
as greatly to expand control by the 
Federal government. They are both 
found in Article I Section 8, which 
reads, “The Congress shall have 
Power To . . . provide for the com- 
mon Defence and general Welfare 
of the United States; .. . To regu- 
late Commerce with foreign Nations, 
and among the several States and 
with the Indian Tribes.” The more 
important of these two is the com- 
merce clause. 

Chief Justice Marshall in the case 


®*McCulloch v. Maryland, 4 Wheaton 
316, 4 L. Ed. 579 (1819). 
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of Gibbons v. Ogden‘ stated that 
Congress had the power to regulate 
any activity in interstate commerce. 
He gave a broad definition to the 
term so that it included transporta- 
tion as well as the article of com- 
merce. The scope of the definition 
was gradually broadened, but Con- 
gress was slow to enact regulating 
legislation. In the latter half of the 
nineteenth century, the state legisla- 
tures began to regulate warehouses 
and railroads. These statutes re- 
sulted from the dissatisfaction of 
the farmers with the discrimination 
by the railroads between persons 
and localities. The State of Illinois 
tried to eliminate discrimination in 
rates. In 1886, the Supreme Court 
held® that the state could not regu- 
late the intrastate portion of an 
interstate rail rate. This decision 
was unquestionably sound, but it 
is significant that the first great 
national regulatory measure fol- 
lowed a decision denying the power 
to a state. No one who has read 
the report of the Cullom Committee 
which investigated railroad practices 
can doubt that there was a genuine 
public demand for control of the 
railroads by Congress. The [Illinois 
case and the report of the Cullom 
Committee resulted in the Interstate 
Commerce Act of 1887. A few years 
later, Congress took the next step in 
economic regulation when the Sher- 
man Anti-Trust Act was passed. 
In the early years of the Sherman 
Act and the Interstate Commerce 


4Gibbons v. Ogden, 9 Wheaton 1, 6 L. 
Ed. 23 (1824). 

'Wabash, St. L. and P. Ry. Co. v. Ilh- 
HOUMALS Un SPOS aioe Cte, oO Lad: 
244 (1886). 


Act, regulation was limited to those 
activities im interstate commerce. 
The Court decided’ that manufac- 
turing was not interstate commerce 
and, therefore, Congress could not 
reach it under the Sherman Act. 

The foundation for the greatest 
increase in national power was laid 
in the period from 1900 to 1910. The 
Court had held that Congress could 
regulate not only those activities in 
interstate commerce but also those 
which affect interstate commerce. 
Until 1936, the word “affect” was 
applied only if the effect on inter- 
state commerce was “direct” or “im- 
mediate.” The interpretation given 
to the phrase “affecting interstate 
commerce” depended upon the po- 
litical philosophy of the judges. The 
unexpressed major premise in these 
cases was that the maintenance of 
the Federal system did or did not 
require that the national power be 
limited. 

At the present time, the Court has 
interpreted’ the term “affecting in- 
terstate commerce” to include the 
growing of wheat on an Ohio farm. 
That was true even though the 
wheat was consumed on the farm in- 
stead of entering the commerce of 
the country. Growing of wheat “af- 
fects interstate commerce” because 
the presence of wheat on the farm 
may have some effect on the price 
of wheat in the market place. If the 
farmer did not grow the wheat, he 


°United States v. E. C. Knight Co., 156 
WS ll5tSs€ty249 (1895): 
"Wickard v. Filburn, 317 U. S. 111, 63 
S. Ct. 82 (1942); Mr. Justice Jackson 
discusses the expansion of the com- 
merce power from 1887 to 1942 in 317 
WHSMI21 fh 03 Sn, C86. 11 
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would be a potential buyer, and the 
wheat purchased might move in in- 
terstate commerce. One other case to 
indicate the reach of the commerce 
power: A circuit court of appeals 
held’ that the National Labor Re- 
lations Board had power to regulate 
the labor policies of the shop em- 
ployees of a Rhode Island auto 
dealer who took title to new cars 
from the Ford Motor Company in 


Rhode Island and made sales only in ° 


that state. If then the power of Con- 
gress extends to matters entirely 
within a state, it seems that it could 
regulate an Illinois drugstore which 
sells tooth paste made in New 
Jersey. 

As late as 1936, the Supreme 
Court had decided’ that Congress 
could not tax for the general wel- 
fare if the tax was coupled with a 
plan to spend the funds collected to 
regulate agricultural production. But 
in the Social Security Cases” the 
next year, Justice Cardozo said: 
“Congress may spend money in aid 
of the ‘general welfare’.” In recent 
years that doctrine has been en- 
larged, and it is presently accepted 
that not only may Congress spend 
money for the general welfare but 
it may attach conditions to the 
spending so that the recipient may 
be bound to do an act contrary to 
the policies of the state in which he 
resides. In other words, Congress 
may purchase compliance with regu- 
lations which are admittedly beyond 


5N.L.R.B, vu. Henry Levaur Ince. 
(EECA I sb)y 115 Fee2) ds 105, (1940); 
°"Umited States v. Butler, 297 U. S. 1, 
56298 Ct: 1312) (1936). 

“Felvering v. Davis, 301 U. S. 619, 57 
S. Ct. 904 (1937). 


any power delegated to Congress by 
the Constitution. 

These developments are not the re- 
sults solely of a group of New Deal 
congressmen and judges who desire 
self-aggrandizement. They reflect 
the philosophy of the times. There is 
a growing belief that more and more 
authority should be centralized in 
the national government and the 
area for state control should be 
lessened. Again, this may be, and 
probably is, a response to the needs 
of the times. 

The foregoing statements explain 
in some measure why the interpreta- 
tion of the Constitution has changed. 
The cases discussed show clearly 
that the present philosophy is a de- 
parture from the first concept upon 
which the Constitution was based. 
There should be an awareness that 
the underlying philosophy of the di- 
vision of power between the states 
and the nation has changed. It may 
be that the well-being of our country 
demands the acceptance of this new 
philosophy. I believe it is the duty 
of the Court to reassert its position 
as the arbiter of disputes in this 
area. The judgment of Congress on 
the scope of national power will be 
less reliable in the long run than 
the combined judgments of Congress 
and the Court. It seems that there 
has been too much centralization of 
power and that it will be necessary 
in the postwar period to reestablish 
the position of the states in the 
Federal system. 

One factor which has played a 
part in changing the balance in the 
Federal system has also altered the 
doctrine of separation of powers. 
This, of course, is the growth of 
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control by administrative tribunals. 
Congress has announced general pol- 
icies to be implemented and admin- 
istered by executive officers, boards, 
and commissions. Here again, Con- 
gress has responded to the demands 
of the people for legislation. There 
is little doubt that security exchange 
regulation, social security, and the 
like can best be accomplished by 
giving to an administrative board 
continuing supervision over the sub- 
ject matter. Theoretically, Congress 
can supervise the work of the agen- 
cies and reduce their sphere of ac- 
tion, control their procedures, or 
abolish them. Practically, no such 
supervision is exercised. The admin- 
istrative tribunals issue more regu- 
lations which have the force of law 
than Congress enacts into law. Since 
the members of these tribunals are 
appointed by the President, they 
seek to carry out the executive will. 
This fact has led to a change in the 
balances among the three depart- 
ments of government, legislative, ex- 
ecutive, and judicial. 

As stated above, in the past fifteen 
years Congress has expanded the 
area of administrative and executive 
action. In the same period the Su- 
preme Court, by self-imposed limi- 
tations on its jurisdiction, has in- 
creased the power of the executive 
department. The Court has refused 
to review some administrative deci- 
sions, and in reviewing questions of 
fact from the tribunals has held that 
it has no power to substitute its view 
of the facts for that of the admin- 
istrative tribunal. This may be 
necessary if a commission is to 
function successfully, but it does 
limit the scope of the judicial power. 


It seems that the country is now 
willing to accept a government in 
which the executive is dominant, 
rather than one in which the three 
departments have coordinate powers. 
In wartime, especially, the execu- 
tive has become supreme. Three il- 
lustrations will suffice as examples 
of this trend. In the saboteur case in 
1942, the President ordered alleged 
saboteurs who had been landed from 
a German submarine to be tried by 
a military commission. The defend- 
ants sought a writ of habeas corpus 
in the Federal district court on the 
ground that they were not subject 
to trial by a military commission. 
In the argument before the Supreme 
Court on this question, the Attorney 
General urged that the Court should 
hold that it had no jurisdiction to 
review the power of the military 
commission to try the offenders. In 
other words, the Attorney General 
was arguing that once the President 
had decided that the offenders could 
be so tried, that determination was 
final. If the President should order 
a civilian to be tried by a military 
commission because the civilian was 
impeding the war effort, the courts 
should not interfere with the trial. 
The argument of the Attorney Gen- 
eral was not adopted, but the Court 
did hold” that the offenders were 
not entitled to be released on habeas 
corpus. 

In a case” involving the validity 
of the West Coast curfew for 
American citizens of Japanese an- 
cestry, the Solicitor General urged 


UB parte Ourin, 317 U. S. 1, 63 S. 
Ciel 2 (1942; 

2Hivabayashi v. U. S., 320 U. S. 81, 
63 S. Ct. 1375. (1943). 
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that the Court had no jurisdiction 
to review an executive determina- 
tion that the security of the country 
required a curfew and segregation 
of Japanese. Whether the regulation 
was reasonable or not was not in 
judicial question, urged the Solicitor 
General. If that theory had been 
accepted, the President would have 
been given almost unlimited power 
in wartime. 

In May of this year, after the 
seizure of Montgomery Ward and 
Company by the Department of 
Commerce, under orders from the 
President, the Attorney General 
stated before Judge Holly in the 
district court that the seizure was 
valid even in absence of statutory 
authority. This incident and the 
two other cases mentioned indicate 
that the Attorney General is assert- 
ing a doctrine of executive suprem- 
acy—probably a theory of executive 
absolutism in time of war. Many 
thoughtful lawyers, as well as other 
citizens, support this philosophy. 

This is not to say that the theory 
is erroneous. It does make clear that 
it is a far cry from the system of 
checks and balances which was cre- 
ated by the Constitutional Conven- 
tion. At the Convention it was fre- 
quently urged that the one thing to 
be avoided at all costs was an ex- 
ecutive officer with excessive power. 
Programs to limit the term of this 
office were made and carefully con- 
sidered, and then finally rejected. 
There was a conviction that if one 
person remained long in this high 
office, he would tend to concentrate 
power in his own hands. 

Until 1940, the self-imposed limi- 
tation of tenure, first established by 


Washington and later accepted as a 
tradition of the high office, was not 
broken. That Mr. Roosevelt will 
again be a candidate is now certain. 
This leads to the conclusion that the 
fears of the founding fathers that 
the presidency might remain long in 
the hands of one person unless 
limited by law, and that this would 
result in the concentration of power 
in that individual, were well founded. 

The third concept upon which the 
Constitution was based is that free- 
dom of an individual is to be pro- 
tected. To that end, the Bill of 
Rights was included in the first ten 
amendments, and the Fourteenth 
Amendment was adopted. It was 
thought that the function of gov- 
ernment was to provide the setting 
in which the individual could achieve 
the greatest success. Until 1900, the 
legislatures of the states and the 
nation enacted very few regulatory 
measures. Beginning with the Inter- 
state Commerce Act and the Sher- 
man Anti-Trust Act, there has fol- 
lowed an avalanche of economic 
controls. Government, both state and 
Federal, has become increasingly 
paternalistic. 

The emphasis has shifted in 
America from the right of an indi- 
vidual as an individual to his right 
as a member of a group. The na- 
tional government now compels em- 
ployers and employees to contribute 
to a social security fund to provide 
for the old age of the employees. 
It compels an employer to bargain 
with a labor union if there is one 
in his plant, and individual em- 
ployees not members of a union may 
not ever discuss their salaries, 
wages, or conditions of employment 
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with their employer. The judgment 
of Congress apparently is that the 
function of government is changed, 
and that collectively employees must 
secure better working conditions and 
provide for income in periods of 
unemployment and old age. 

Examples of this kind could be 
multiplied. These are sufficient to 
illustrate the change in our political 
and intellectual climate. I believe 
firmly in the right of employees to 
bargain collectively and in the so- 
cial security program—lI do sug- 
gest, however, that the philosophy 
of our government is very different 
from what it was in 1789. 

As has been indicated, these 
changes show the adaptation of our 
form of government and our Con- 


stitution to the times. Some of the 
developments have come slowly in 
a period of more than one hundred 
and fifty years. Some are the 
products of a much shorter lapse of 
time. Some of these changes will 
continue no matter which political 
party is in power. 

We are now talking about bring- 
ing freedom to the peoples of the 
world. Perhaps now is the time to 
reappraise the fundamentals upon 
which this country was founded. 
Perhaps now we need to reconsider 
the possibility of increasing freedom 
of opportunity at home. Even if our 
present philosophy is sound, it is cer- 
tainly far different from that held 
by those whose wisdom created the 
Constitution. 


Reconversion Plans.—Any large-scale reconversion is not in the cards 
until the defeat of either Germany or Japan is clearly evident. On the other 
hand, we must be prepared for any sudden termination of the war. It has 
been officially estimated that with the end of hostilities in Europe, more than 
one-third of the capacity devoted to war would be available for peacetime 
production, while about 500,000 persons would be released monthly from the 
armed forces and war plants. 

It is apparent that if serious dislocation and wholesale unemployment 
are to be avoided, thorough preparations must be made in advance. Much 
can be done which in no way would hamper the military program, such as 
the formulation of governmental policies covering the termination of war 
contracts, the disposal of war materials and government financed war plants, 
the early removal of government war equipment from plants, the shaping up 
of postwar tax laws, and definite provision for the release of material and 
man power as military conditions warrant—From New England Letter 
(First National Bank of Boston), June 30, 1944 


The Prospect of Serious Inflation 


Donatp L. KEMMERER 


Department of Economics, University of Illinois 


66 oop morning, I am the new re- 

(x porter for Opinion and Com- 

ment* and I would like your 

views as an economic historian on 

the likelihood of a serious inflation 
in this country.” 

“Tt is the past that is history; 
the future is mystery, and I am no 
crystal gazer. It is difficult enough 
to be sure of what happened in the 
past. Why ask me to make gratu- 
itous mistakes as to what may occur 
in the months and years to come?” 

“You don’t really believe that 
history repeats itself? Why do we 
study history then?” 

“Yes, I do. History does repeat 
itself, not to the last detail, of 
course, but often in its broad out- 
lines. A given situation is like a 
story with several possible endings; 
each time the change of details 
‘makes it difficult to recognize which 
ending the Fates are going to use. 
I don’t know whether I want to be 
caught making the wrong guess.” 

“Doesn’t your knowledge of his- 
tory, which lights up the past for 
you, cast just a dim glow so that 
you can make out the faint shape 
of things to come? Don’t you feel 
any obligation to share your conclu- 
sions with the public?” 

“You win. I may regret this. I 
fear that before we have a really 
satisfactory money system again our 
present inflation will have to run its 


*O pinion and Comment has no re- 
porter. This is just the author’s ex- 
cuse for talking to himself. 


course. I don’t think there can be 
a little inflation in a major war like 
this one.” 

“Tell me, what is the great harm 
in inflation? It is a word whose mere 
mention is supposed to strike terror 
to the economic heart, and I guess it 
often does. But why should it?” 

“The harm in inflation is in the 
unequal treatment accorded different 
classes of society. Some gain with- 
out deserving it; many lose without 
deserving it. First of all, there is 
the havoc wrought in debtor-creditor 
relationships. Let us assume you are 
a farmer and you borrow $1,000 
when prices are low and wheat is 
selling for 50 cents a bushel. The 
debt comes due five years later, by 
which time prices have doubled on 
the average and wheat is selling for 
$1.00 a bushel. You, as a debtor, are 
in a fortunate position because you 
still owe only the $1,000 but you 
can wipe out the debt by raising just 
half as much wheat as when you 
contracted the debt. The creditor, 
on the other hand, gets back money 
that will buy only half as much as 
when he loaned it. Back in the 
Revolutionary War prices rose a 
hundredfold in a few years’ time 
and the cynical chroniclers of those 
times record instances of debtors 
pursuing their creditors and paying 
them off ‘without mercy’.” 

“How do I, as a reporter, or you, 
as a professor, fare under infla- 
tion?” 

“You probably make out better 
than I do, but we both lose, for 
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wage rates and salary contracts are 
normally changed only at fairly 
long intervals. Prices rise faster 
than wages. Prices of living essen- 
tials have risen about 25 per cent 
in this country since the outbreak 
of World War II, and if your wages 
are the same, you have suffered the 
equivalent of a 20 per cent pay 
cut. If prices have risen to 5/4 of 
what they were, the value of the 
dollar has fallen to 4/5 (the recipro- 
cal) of what it used to be. Of 
course, some types of workers have 
had some very generous advances. 
Since 1939, hourly earnings of fac- 
tory workers, exclusive of overtime, 
have risen almost 50 per cent, and 
if overtime pay is included earn- 
ings have almost doubled. In short, 
if your occupation is vital to the 
war effort, yet not accompanied by a 
uniform, your wages will have risen 
as fast and maybe faster than prices, 
but if you have an ordinary white- 
collar job, your wages have probably 
lagged behind prices. As prices rise 
higher and faster, it becomes more 
difficult for wages to keep pace.” 

“T seem to remember from my 
history courses that farmers have 
often favored inflation or rising 
prices. Why is that?” 

“Farm prices are among the most 
sensitive, perhaps because once the 
crop is harvested nothing can be 
done to change the picture for an- 
other year. When prices rise, farm 
prices frequently lead the way. 
Since 1939 wholesale food prices 
have risen 50 per cent and whole- 
sale farm prices over 80 per cent. 
Rising prices thus bring prosperity 
to farmers, and when the farmer is 
also a debtor, as is often the case, 


he has an additional reason for 
favoring inflation. Where he makes 
his mistake is in believing that the 
inflation will remain little. If infla- 


‘tion gets out of hand and ends in 


a depression, everyone loses.” 

“TJ suppose there are other in- 
equalities too, but I am more inter- 
ested in knowing why you think we 
will have inflation.” 

“Every one of our major wars 
has been accompanied by inflation. 
Prices in the North doubled during 
the Civil War; prices doubled dur- 
ing World War I also. You see, 
wars are actually paid for by the 
people who live at the time they are 
waged. Those people pay for them 
by what they do without and by the 
additional goods they produce un- 
der the patriotic stimulus of war. 
But a warring people never makes 
full money payment for a war. Let 
me explain that. There are three 
ways of paying for a war, namely, 
by taxation, by borrowing, and by 
creating money. During the year 
March, 1943, to March, 1944, the 
war cost us about $85 billions, of 
which we paid less than one-half in 
taxes. Approximately one-third indi- 
viduals or companies paid for by 
buying bonds and thus letting the 
government spend the money they 
themselves would otherwise have 
spent. The remainder could not be 
raised by taxing or borrowing indi- 
viduals’ or companies’ savings and 
so the government had the banks 
create bank money—that is, deposits 
against which checks might be 
drawn by the government. The 
banks also got bonds in return but 
the banks were not loaning money 
already there; they made deposit 
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money for this occasion. As the gov- 
ernment spent this to buy war ma- 
terials and pay war workers, more 
money was put into circulation. Yet 
at the same time everyday things 
were becoming scarcer, because fac- 
tories were devoting most of their 
time to making guns, tanks, muni- 
tions, ships, etc. Hence the increased 
money supply was used by people to 
bid for the decreased supply of 
everyday things. Result: some prices 
went up. By imposing price ceilings, 
however, we kept other prices from 
rising; in fact, we have done bet- 
ter during this war than we did in 
World War I or the Civil War, but 
we cannot hope to keep those ceil- 
ings on indefinitely any more than 
we could hope to keep a lid on a 
boiling pot indefinitely.” 

“Tf the war with Germany ends 
this year and that with Japan next 
year and we can keep prices down 
for another year and a half, will 
not the danger be past?” 

“Not necessarily. It is true that in 
the Civil War period all the infla- 
tion took place during the war, and 
in World War I most of our infla- 
tion took place before the Armistice. 
But if we look at the experiences 
of other countries a generation ago 
we shall make some very sobering 
discoveries. For example, the price 
level in Germany a little more than 
doubled during World War I itself. 
The notorious German inflation 
which saw workers paid twice a day 
and given time off so that they could 
spend their money before its value 
melted away in their hands reached 
its peak five years after the war 
was over, in 1923. The German gov- 
ernment finally replaced the old 


marks with new ones at the rate of 
1,000,000,000,000 to 1. Likewise, the 
serious Austrian and Russian infla- 
tions occurred after the war was 
over.” 

“All those countries were defeated 
in World War I and swept by revo- 
lution afterwards. You don’t seri- 
ously think they offer a fair com- 
parison, do you?” 

“No, frankly, I don’t. They are 
illustrations of inflation at its worst, 
and the German case is a good ex- 
ample that the worst part of an in- 
flation can take place after a war. 
That was true also of some of the 
victorious nations. During the four 
years of the war, prices tripled in 
both France and Italy—that is, they 
rose from a level of 100 in 1913 to 
about 300 in 1918. Then in the two 
years after the war prices doubled 
again—that is, they rose from about 
300 in 1918 to close to 600 in 1920. 
It is true that they dropped in the 
1921 depression, but they climbed 
back again a few years later.” 

“But northern France, including 
some of its most important indus- 
trial areas, was badly devastated. 
France’s losses in man power were 
almost the equivalent to her of our 
entire army of today. Italy was bit- 
terly disappointed over peace terms 
and in 1922 succumbed to revolution 
—that was when Mussolini came to 
power. So I wonder whether France 
and Italy are fair comparisons 
either: 

“Your exceptions are well taken, 
but let me indicate at least one sig- 
nificant similarity between France’s 
economic situation after World War 
I and our probable situation at the 
close of this war. For many years 
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France had neglected to balance her 
budget; indeed, she had done this so 
often without suffering dire conse- 
quences that many French deputies 
saw no harm in not balancing it if 
it was politically painful, and usually 
it was. In 1914 her revenues met 40 
per cent of her expenditures, in 1918 
only 12 per cent. We have not bal- 
anced our budget since 1930; from 
1931 to 1940 our revenues met 57 
per cent of our expenditures. Since 
we entered the war, our national 
debt has been mounting rapidly and 
according to some estimates may 
reach $300 billions by the end of 
the war. Servicing such a huge debt 
will cost more than all our govern- 
ment expenses did during peace. 
Finally, remember that during the 
1930’s we tried hard to inflate— 
“reflate” was the euphemistic word 
we used—and have greatly in- 
creased the circulating and checking 
money supply in recent years. Con- 
trast this with a national debt of $1 
billion in 1916 and of $25.5 billions 
in 1919 and no currency tinkering 
before World War I. Yes, I seri- 
ously fear that we may follow the 
pattern of inflation followed by 
France after World War I rather 
than the milder one followed in this 
country in 1919 and 1920. But I don’t 
think the results will be so extreme 
as they were in France; I don’t 
anticipate that our postwar money 
will be worth only 10 per cent of our 
prewar money, which was what 
France eventually came to.” 

“What do you think our postwar 
dollar will be worth?” 

“T make no prophecies as to that 
beyond saying that I shall be happy 
if it buys half-as much as in 1939.” 


“Do you have any other reasons 
for believing that inflation may be 
worse after the peace than during 
the war?” 

“Yes, several—five, to be exact.” 

“Let’s hear them.” 

“First. of all, I fear that rationing 
and price controls will be less suc- 
cessful when the war is won. The 
stimulus of patriotism will be gone. 
The public stood for regimentation 
for eight years before the war and 
more of it during the war and many 
people are becoming rather “fed 
up” with it. A reaction is overdue. 
Many people will no longer see the 
need for rationing and ceiling prices 
and will persuade themselves that 
such devices are unnecessary, that 
life “can’t be all one emergency 
after another,” that some folks down 
in Washington just like to make up 
rules and feel important. The re- 
sult: ‘black markets’ are apt to 
flourish and prices will climb.” 

“Where do you think the truth 
lies ?” 

“That is hard to say, but I suspect 
that some planners and academi- 
cians have made themselves overly 
important and imposed rules when 
none were needed and complicated 
rules when simple ones would have 
answered. At times before the-war, 
and perhaps even during the war, 
we have cried ‘Wolf’ when there was 
no wolf. Now when we need to 
appeal to public common sense to 
enforce rationing and curb inflation, 
many disillusioned people will refuse 
to listen.” 

“What is your second reason for 
fearing a postwar inflation?” 
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“It is somewhat similar to my 
first reason. When the war is won, 
people will buy fewer bonds and will 
spend their money for the things 
they have been promising them- 
selves the last few years. Not only 
that, but many will cash in some of 
their bonds to buy these long-antici- 
pated luxuries. Some will want new 
houses, trips or vacations, a gay 
time. Those desires will be reason- 
ably easy to satisfy. Others will 
want refrigerators, new cars, air 
conditioning units, television sets, 
family airplanes, and countless other 
greatly improved gadgets which 
have been widely advertised as 
available soon after the war. It will 
take time to convert industries to a 
peacetime basis and thus provide 
these goods that people long for. 
For a while, only a few will be 
available and these may well com- 
mand fantastic prices. Money will 
flow like water but goods will be 
scarce. The result: sharply rising 
prices or inflation.” 

“That makes two reasons for fear- 
ing postwar inflation. What is your 
third ?” 

“Simply that there will be so much 
more money in circulation. Not only 
will people want to spend what they 
have, but they will be able to get a 
great deal more than ever before. 
In other words, if business booms, 
as it is very likely to do at first, and 
banks loan generously, there will be 
more money.” 

“Will you please explain how 
banks can loan more money than 
there is.” 

“Briefly, we do about 90 per cent 
of our business with checks drawn 
against bank deposits. When busi- 


ness firms borrow from a local bank, 
that bank is not limited to lending 
out its stockholders’ and its depos- 
itors’ money. It may create addi- 
tional deposits by simply crediting 
the amount of the loan to the ac- 
count of the borrower and handing 
him a checkbook if he does not 
already possess one. Of course, the 
bank cannot do that indefinitely: it 
must have reserves equal to a certain 
amount of its deposits. Those re- 
serves are kept in the Federal Re- 
serve Banks—which have been ap- 
propriately called ‘bankers’ banks’— 
and are in turn partly backed by gold 
certificates, and these gold certif- 
icates are backed 100 per cent by 
gold in the hands of the Treasury. 
The process sounds long and com- 
plicated but may be summed up in 
the statement that the more gold 
there is, the more deposits may be 
created, and hence the more check- 
ing money there is to spend. We now 
have four times as much gold and 
seven times as many dollars as we 
did in 1918. Without going into de- 
tails, that means deposits could be 
ten times as great as in 1918. We 
are not passing up this opportunity 
either. Our World War I inflation 
which doubled prices may be at- 
tributed largely to an increase of 
$10 billions in demand deposits be- 
tween 1913 and 1920. This time, 
demand deposits have grown $40 bil- 
lions since 1939 and are triple what 
they were in the peak year of 1929. 
A statistic that often impresses the 
layman but is really less important 
than these deposit currency figures 
is the fact that the amount of money 
in circulation has tripled since 1939, 
from $7 billions to $22 billions. And, 
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of course, the end of this growth is 
not yet in sight. I don’t think that 
these price-expanding forces can be 
dammed up indefinitely.” 

“Aren’t you limiting yourself to 
just one side of the picture? I seem 
to recall seeing a statement lately to 
the effect that our industrial pro- 
duction is more than double what it 
was in September, 1939. If that is 
true, then the increased money sup- 
ply would appear to be offset by the 
increased supply of goods, or am I 
wrong?” 

“No, you are partly right. That 
is one bright side of the picture, 
but it is somewhat clouded by the 
fact that a very considerable por- 
tion of the industrial production you 
mention consists of tanks, block-bust- 
ers, bazookas, shells, fighter planes 
or bombers, slow-moving Liberty 
ships, landing boats, etc. The value 
of these will be close to zero or, at 
best, greatly reduced when the war 
is over. People will want to buy 
groceries, cars, electrical appliances, 
etc., and we all know that the sup- 
ply of those is meager. To the extent 
that war plants are able to convert 
to peacetime production quickly, this 
surplus money supply can be sopped 
up. But in recent months it has been 
the spread between pay in the hands 
of workers and the supply of those 
consumer goods that has constituted 
the problem. The tendency is for 
people with money to bid up the 
prices of the limited supply of goods. 
Rising prices are the essence of 
inflation.” 

“Don’t you think that the Wash- 
ington economists and other govern- 
ment planners and Congress will be 


able to solve this inflation problem ?” 

“No, I can’t say that my faith in 
them is very great. In fact, their past 
performance to some extent is my 
fourth reason for fearing postwar 
inflation. To a considerable degree 
they have one cure-all for any baf- 
fling economic problem. That is to 
declare an emergency and overcome 
the emergency by spending more 
money. Lately some of them have 
been rationalizing with the half- 
truth that the size of the national 
debt is of no consequence because 
we Owe it to ourselves.” 

“Well, isn’t that true? Isn’t it cor- 
rect that when some of the war 
bonds are retired in ten years that 
then living taxpayers will pay money 
to the government to pay off the 
bonds held by then living bond hold- 
ers? The people living ten years 
hence will thus be taking the money 
from one collective pocket and put- 
ting it into another collective pocket 
—they will be paying themselves 
what they owe themselves.” 

“Ves, that is true, but I notice you 
spoke of collective pockets. The indi- 
vidual is interested in the individual 
pocket. If he should not be paid, 
his own plans will suffer. Let me 
explain it this way. The people and 
the merchants of this town owe one 
another money for goods they have 
bought. They owe it to themselves. 
But what would happen to the busi- 
nessmen of the town if we canceled 
all debts at midnight tonight on the 
ground that after all ‘we only owe 
it to ourselves,’ or what would hap- 
pen if everyone was told he might 
charge as many goods as he wished 
to take home because after all ‘we 
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only owe it to ourselves.’ That is 
why the statement is a dangerous 
half-truth.” 

“T see now. But do you think 
our government planners would 
try to solve inflation by spending 
more money?” 

“No. Perhaps my statement was 
too sweeping. I do expect the 
coming of peace to produce many 
problems of adjustment. Demobilized 
veterans will expect generous mus- 
tering-out allowances. Dismantled 
war industries may demand addi- 
tional compensation or at least as- 
sistance in converting to some 
peacetime line of production. The 
declining demand for agricultural 
products in about a year after the 
war will drive the farm bloc to 
renew its cries for something for the 
farmer. War workers in certain 
types of work, or certain temporary 
industrial areas, may demand finan- 
cial assistance in restoring them to 
normal peacetime occupations in 
settled industrial areas. In fact, al- 
most any politically strong element 
is likely to utter its shrill cry for 
government aid, and I fear it will 
take more political guts than have 
been shown in recent years to refuse 
them. I fear that the planners and 
Congressmen will rationalize that 
payments to such groups will pro- 
mote spending, maintain prosperity, 
and do no harm because ‘we owe it 
to ourselves.’ Actually, unless we get 
something for our money and pay 
for it at the time we shall be pro- 
moting inflation.” 

“Admitting for the moment that 
we may have inflation, what can we 
do to hedge against it?” 


“That brings in my fifth reason 
for fearing postwar inflation. I 
won’t answer your question beyond 
pointing out that peoples plagued by 
inflation have often saved something 
by putting their money into land, 
shares of companies, or goods of 
almost any sort. But the more the 
public tries to turn its money into 
goods, and the more people that 
adopt the attitude of ‘What I save 
I lose, what I spend I save,’ the 
higher prices tend to spiral. You see, 
more money produces inflation, but 
so also does the faster circulation 
of money. If money circulates faster, 
it is the same as issuing more money, 
assuming that the goods and services 
available do not increase proportion- 
ately. In other words, if we fear 
inflation and take steps to hedge 
against it, we may bring it upon 
ourselves all the more quickly. Once 
it starts, it is a fiendish thing to 
deal with.” 

“Are government bonds a good 
hedge against inflation?” 

“That is a question I don’t like 
to see raised either, and yet I know 
it is in the back of many persons’ 
minds. Bonds are a debt; the bond 
holder is a creditor and the govern- 
ment is the debtor. Creditors lose 
when there is inflation because the 
principal they loaned has less pur- 
chasing power when it is repaid. 
Therefore, at first glance, all bonds, 
even government bonds, may seem a 
poor investment to one who fears 
inflation. However, there are other 
considerations. If you spend your 
money for goods, you are promoting 
the inflation you are trying to hedge 
against. If you invest it in govern- 
ment bonds, less bank deposit credit 
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has to be created and the bidding 
for consumers’ goods is a little less 
keen. It is true that one man can 
help or hurt only a little, but that is 
equally true of the contribution of 
one soldier to an army. In brief, it 
is not only the patriotic thing to do 
to buy the bonds, but it is the sensi- 
ble thing to do. Moreover, it is not 
the same as if we had bought pri- 
vate bonds even to the extent that 
we do have inflation. A moment ago 
I spoke of the government’s being 
the debtor in the picture and said 
that the debtor government would be 
the gainer from the inflation. The 
government is not just a group of 
politicians, a huddle of bureaus in 
Washington, an immense cold- 
blooded institution; but basically it 
is you and I and everyone else. 
Thus, if the government gains from 
the inflation, we can get some conso- 
lation from remembering that it is 
you and I that gain. If the govern- 
ment can pay its debts more easily, 
it will mean less burdensome taxes 
and at least we can welcome that 
prospect.” 

“Let’s see if I have this straight. 
You expect most of the inflation to 
come in the postwar period because 
of the probable breakdown of price 
controls, because of the falling-off 
of bond sales and the cashing-in of 
bonds, because of our enlarged basis 
for credit expansion, because of the 
demands of pressure groups which 
will not be resisted successfully, 
and because of the growing fear of 
inflation itself.” 

“That’s right.” 

“Obviously, any inflation we have 
will end sometime. When and why?” 


“Hold on a minute. You have 
two questions there. I fear that the 
inflation will have to become fairly 
severe before we become willing to 
take the drastic steps needed to stop 
it. When the people and their rep- 
resentatives in Washington are will- 
ing to take those steps, it can be 
stopped.” 

“What are these steps which we 
will be so reluctant to take?” 

“First of all, balancing the budget. 
On the one hand, that will mean 
saying ‘NO’ to many pressure groups 
like the farmers, veterans, bureau- 
crats, some of the willfully unem- 
ployed, etc. On the other hand, it 
may mean higher taxes to pay the 
bills we have already incurred. Sec- 
ond, if the inflation has raised prices 
100 per cent or more, another de- 
valuation may be necessary.” 

“Why another devaluation? We 
tried that once. It did little, if any, 
good and damaged the prestige of 
the dollar immeasurably.” : 

“T agree that our 1934 devaluation 
was probably unnecessary. Incident- 
ally we devalued first with the in- 
tent of producing inflation, which 
is the reverse of the usual proced- 
ure. I am saying that if we get a 
serious inflation, we may find it wise 
to devalue afterwards. It would be 
very foolish to try to deflate our 
dollar back to a former value. By 
that time the damage of inflation 
will have been done. It would be silly 
then to heap the pains of deflation 
upon those of inflation. We tried 
that after the Civil War and suf- 
fered financial and political aches 
and pains for an entire generation. 
After World War I, in 1925, Eng- 
land tried going back to the old 
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pound sterling by forcing down 
prices and wages. It was an un- 
popular program and after six years 
she had to give it up, but not before 
the nation became soured on the 
gold standard, which was unjustly 
blamed for the failure. One of the 
outstanding lessons of the many in- 
flation experiences of World War I 
is that the damage of inflation can- 
not be undone by a later policy of 
deflation. The thing to do is to 
recognize the new price level, de- 
value the old monetary unit the 
proper amount, and resume specie 
payments. But first the nation’s 
financial house must be put in order 
or the world will continue suspicious 
of its intentions towards the new 
money unit.” 

“Do you think the American peo- 
ple will ever want to return to the 
old gold coin standard?” 

“Tf we experience some degree of 
inflation, as I fear we shall, then 
when we come to our senses, we 
shall want to do what we and other 
nations in the past have usually 
wanted to do after such an experi- 
ence. We shall want to do what we 
did after the Greenback era of the 
Civil War. We shall want to do what 
the English, the French, the Ger- 
mans, and many others wanted to 
do after World War I. That is, re- 
turn to some kind of hard money 
standard.” 

“What kind of a hard money 
standard?” 

“Tt might be a gold coin standard 
such as we once had, or a gold 
bullion standard, such as England 
had 19 years ago, or a bimetallic 
standard—although I strongly doubt 
that—or some improved variety of 


the gold standard. I don’t know 
that it will make a vast deal of dif- 
ference. The important thing will 
be to adopt a sound money and en- 
courage other nations to do the 
same. That would help enormously 
to stimulate international trade and 
promote world prosperity.” 

“Ts there enough gold in the world 
for a return to the gold standard?” 

“Fifteen years ago some experts 
were worried over the supply of 
gold but that worry need no longer 
trouble us. Most countries have re- 


- duced the size of their money units 


sharply (we cut ours 41 per cent) 
and in addition the world’s supply 
of monetary gold has increased by 
about one-half.” 

“But isn’t the great difficulty the 
fact that the United States holds 
the lion’s share of the hoard?” 

“Tt is true that we have over 70 
per cent of the world’s supply of 
monetary gold and that some nations 
we might like to see go back to the 
gold standard have very little gold. 
If we really wanted them to acquire 
some gold we might sell them some 
of our gold for their goods and 
services. I must admit that our ad- 
vocates of protective tariffs would 
protest loudly and probably effec- 
tively. But there is another source 
of gold. In recent years the world 
has produced over a billion dollars’ 
worth annually, one-half of it com- 
ing from the British Empire and 
perhaps one-seventh from Russia. 
Gold could undoubtedly be obtained 
from those nations for goods and 
services. Moreover if the United 
States, England, and Russia should 
decide to return to a gold standard, 
as they are all in a position to do, 


AUGUST, 1944 27 


it is likely that the rest of the world 
would soon follow.” 

“Now that you have the world 
in working order again I must be 
leaving. I have an August deadline 
to make and it is already mid-July. 
But before I go I have one last 
question. Is this inflationary fate 
you have forecast inevitable? Can 
we escape it?” 

“T don’t claim to be an oracle: I 
may be wrong. Remember this is 
only one man’s opinion. I do think 
some more inflation is inevitable but 
how much more depends, of course, 
upon our national self-control. To 
the extent that we are able to con- 
vert to peacetime production rapidly 
and thus satisfy the consumers’ 
thirst for goods, we shall offset some 
inflation. If we have the good sense 
to continue and observe our price 
controls after the war, we shall re- 
strain the bidding up of prices. I 


see that Eric Johnston, President of 
the United States Chamber of Com- 
merce, came out recently in favor 
of maintaining those price controls 
for at least two years after the war 
ends. That is encouraging. If bond- 
holders will not cash in most of their 
bonds at once but hold on to them 
long enough for peacetime produc- 
tion to get under way and inciden-' 
tally for the better-made products 
to be brought on to the market, it 
will help. If we are able to resist 
pressure groups by appropriating no 
more than we are willing to pay for 
at the time by taxes—in other 
words, get in the habit of balancing 
the budget again—it will help. If we 
keep cool in the face of what infla- 
tion does come and don’t go hog- 
wild buying commodities, the infla- 
tion will be much less severe. In 
short, it is up to us, all of us, and 
each of us.” 


Business Statistics Program.—In order that government, business, and in- 
dustry may have the facts they need to convert effectively from war to peace- 
time activity and to meet their normal peacetime requirements, the Depart- 
ment of Commerce has announced a statistics program which calls for the 
following developments: 

1. Conducting Censuses of Manufactures, Business, and Mineral Indus- 
tries in 1946 covering the year 1945. The Quinquennial Census of Agricul- 
ture and a sample Census of Population, designed to cover the major wartime 
shifts, are also planned. 

2. Developing current statistical series which will measure the flow of 
goods from manufacturers through the channels of distribution. 

3. Cooperation with the war agencies, particularly the War Production 
Board, in assembling and making available to the public information collected 
by the agencies in the past several years—From Domestic Commerce, 
July, 1944. 
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The Carnegie funds now total more than $150,000,000 in market 
value. The original endowment has been preserved, strengthened, 
and increased in value despite the influences of depression, war, 


and a disrupted economy. 


ROBABLY no period in the his- 
P tory of the country has been 
so difficult for individuals en- 
trusted with the management of in- 
vestment funds as the past fifteen 
years. In that space of time we have 
had a financial crisis of unprece- 
dented proportions. We have gone 
through the most severe depression 
ever experienced. The country has 
been subjected to a great series of 
economicand monetary reforms, anda 
second world war, surpassing in scope 
and intensity of struggle anything 
ever known, is now in its fifth year. 
It would be difficult to imagine any 
set of circumstances that could be 
much worse than these for the man- 
agement of investment funds. For 
this reason, it is of interest to re- 
view the record of Carnegie Corpo- 
ration’s investment results in the 
period since 1929, especially in view 
of the importance of endowment 
funds in the operations and plans of 
colleges and other institutions. 

At the end of 1943 the assets of 
Carnegie Corporation were in excess 
of $150 millions. With possibly one 
exception, it is probably the largest 
single aggregation of private capital 
devoted to philanthropic purposes in 
the world. The endowment was 
created in 1913 by Andrew Carnegie 


with funds totalling $125 millions, 
of which $115 millions constituted 
the Main Endowment Fund. It is the 
record of this fund that we shall re- 
view. Initially, the endowment con- 
sisted almost entirely of U. S. Steel 
first mortgage bonds representing 
part of the proceeds received by Mr. 
Carnegie from the interests which 
in 1901 formed the U. S. Steel Cor- 
poration with the Carnegie mills as 
the nucleus. 

Up to 1928-1929 Carnegie Corpo- 
ration had no investment problem, 
since it held U. S. Steel bonds and 
received interest thereon regularly. 
In those two years, however, the 
greater part of these bonds was sold 
or redeemed and the proceeds re- 
invested in other securities. Few 
people will easily forget the fantastic 
values that were prevalent in the 
securities markets in the last two 
years of the 1920’s. It is of consider- 
able interest to note, however, that 
despite the rampant enthusiasm and 
confidence then prevailing with re- 
spect to common stocks, not a single 
dollar of the $118 million proceeds 
from the disposition of U. S. Steel 
bonds was used for investment in 
equity stocks! Moreover, it is re- 
corded in the minutes of Finance 
Committee meetings that in both 
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1926 and 1928 the question of invest- 
ing in common stocks was con- 
sidered. On both occasions the de- 
cision was made not to buy them. 

At the end of September, 1929, 
the cost value of securities held was 
$134.9 millions. This was higher by 
$2.5 millions than market values at 
that time and reflects the high level 
of money rates (conversely, lower 
bond prices) during those hectic 
days. Thus, at the height of the 
boom in 1929, when there was an 
almost universal inflation in values, 
the invested assets of Carnegie Cor- 
poration were quoted at $2.5 millions 
below their cost value. These assets 
consisted almost wholly of high- 
erade bonds; about 12 per cent was 
in preferred stocks. The bonds were 
of long term and were diversified 
principally between public utility and 
railroad obligations, particularly the 
latter. 

There was little change in invest- 
ments until 1933. At the beginning 
of that year invested assets totalled 
$140 millions. Of this amount less 
than one-half million dollars was in- 
vested in United States government 
securities. In that fiscal year the Cor- 
poration first dipped its feet in the 


mon stocks. The amount in bonds 
was $125 millions and that in pre- 
ferred stocks $14.8 millions. A very 
significant change in investment 
policy then occurred. An authoriza- 
tion was given in 1933 to invest up 
to $5 millions in common stocks, and 
the amount was gradually enlarged 
thereafter to $25 millions in 1936. 
At the same time a progressive en- 
largement of United States govern- 
ment security holdings took place 
without interruption year by year. 
From a total of less than one-half 
million dollars held at the beginning 
of 1933, the amount of United States 
government obligations had risen to 
$108 millions at the end of Septem- 
ber, 1943. In the space of eleven 
years, the fund had changed in com- 
position from one consisting almost 
entirely of railroad and public utility 
bonds and preferred stocks to one 
comprising government obligations 
and common stocks. The change is 
shown in the table below. 

In view of the drastic decline in 
security values in the period under 
review, it is noteworthy that the 
composition of the fund is of con- 
siderably greater strength today than 
at the end of 1932. That is to say, 


water by investing $29,000 in com- although the portfolio consisted 
Distribution of Security Holdings by Major Classes 
A. Cost Basis—thousands of dollars 
Year-end U.S. Gov't All Other Preferred Common 
Sept. 30 Holdings Bonds Stocks Stocks Total 
DEVS Sa aie cle aoe 411 125,226 14,821 29 140,487 
MOA Sipiietete ios Sioye!s ace ie 108 , 250 13,532 3,200 27,488 152,470 
B. Cost Basis—percentage of total 
DS 2 eee Voahis eve one) dec pit¥s 0.29 89.14 10.55 0.02 100 
DA Silent latices wish sinace ts 71.00 8.87 2.10 18.03 100 
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largely of high-grade securities be- 
fore the extensive program of re- 
vision was initiated the safety of 
many of them—in particular railroad 
obligations—was questionable. The 
rebound in values after 1932 was 
much greater in common _ stocks, 
which had sunk to unprecedentedly 
low levels. And the long downward 
trend in interest rates had a corre- 
spondingly favorable effect on gov- 
ernment bond prices, in which the 
question of credit risks was and is 
entirely absent. 

One of the most significant 
changes that has occurred in the past 
eleven years is the material decline 
in income. In the fiscal year ended 
September, 1932, income received 
from securities totalled $6.6 millions. 
The amount declined to a low of $4.1 
millions last year, or a net decrease 
from the earlier period of $2.5 mil- 
lions. The principal reason for this 


Total Income 
(Thousands of 


Fiscal Year dollars) 
OS DS ede te Reged acct es 6,637 4.71 
IIS Fees ei oe enemas 4,116 DD 


It may be said, perhaps, that the 
difficult circumstances created by the 
depression were met in part by an 
aggressive policy of reinvestment 
spearheaded by common stocks, even 
though confidence in equities in that 
period had been seriously shaken by 
the crash of 1929. In retrospect the 
trustees showed an uncanny judg- 
ment both in avoiding common 
stocks in 1928 and 1929, and in re- 
alizing the value of them in 1933, 
long before many institutions came 
to the point of considering them. In 


Bonds 


decline in income is lower interest 
rates, which now are at about the 
lowest level ever recorded. Invest- 
ment managers obviously have no 
control over this condition. In the 
past ten years they have been faced 
with reinvestment problems, as good 
credit bonds have been redeemed 
and refunded at lower and lower in- 
terest rates. Another reason for the 
decline in income is the proportion- 
ally larger and larger amounts of 
United States government securities 
held in the Carnegie investment 
portfolio, a significant portion of 
which have been and are of short- 
to medium-term maturities. The loss 
in income resulting from this con- 
centration on top-grade securities 
has been in part offset by the greater 
yield obtained from investments in 
common stocks. The changes in in- 
come and yield are shown in the fol- 
lowing table: 


Current Yields in Percentages 


Preferred Common 
Stocks Stocks Total 
5.0 yee 4.74 
Ses 4.74 DUE 


short, the trustees in order to “de- 
fend” the investments of the en- 
dowment against the economic and 
financial onslaughts of the 1930's 
adopted an “offensive” policy. In 
other words, they put to good use in 
a different field a basic military 
strategem—‘The best defense is a 
good offense.” 

That the funds were well protected 
at all times is evident from the fact 
that in the worst period of the de- 
pression the market value of securi- 
ties held (September 30, 1932) was 
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only 12 per cent below their cost 
value. Since 1934, market value has 
been above cost in every year except 
one—1942. The investment policy of 
the corporation has always been to 
maintain the endowment intact and 
obtain a fair return on the funds in- 
vested, rather than to seek profits. 
Only income may be spent. Over the 
years, however, prudent investment 
has resulted in profits net of all 
losses on security transactions of ap- 
proximately $15.6 millions. The 
greater part of this gain resulted 
from the sale of U. S. Steel bonds. 
From 1932 to 1934 the cumulative 
profit net of all losses on security 
transactions was $1.6 millions. At 
the end of September, 1943, the total 
market value of securities held was 
$156.6 millions, or $4.2 millions in 
excess of cost. 

One might easily imagine that 
with such a large fund and such an 
enviable record of results the Car- 
negie Corporation employs a large 
staff of “experts” engaged in all 
phases of investment activity. On the 
contrary, the investment staff con- 
sists of only three men, yet it seems 
to be adequate for the purposes of 
the Corporation. A finance commit- 
tee lays down the broad strategy to 
be followed and the staff carries out 
the program. There is never any 
hesitancy in making changes, in 
modifying a policy, or even in re- 
versing it when circumstances seem 
to call for such action. 

Two factors probably make the 
problems of investment in the Car- 
negie fund less difficult than those of 
other institutions. One is that the 
urge to make profits for profits’ sake 
is entirely absent. Therefore, a 
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healthy degree of conservatism can 
be maintained at all times. Not that 
this is always a virtue, but it makes 
for a degree of safety that of neces- 
sity must be maintained in the man- 
agement of funds. Moreover, it is 
well to recognize that “conserva- 
tism” is a relative term. One might 
be considered rash indeed if he were 
to slide down a rope from the fourth 
story of a building in his underwear 
when the temperature was twenty 
below zero. If the structure, how- 
ever, were enveloped in flames, such 
an action under the circumstances 
might well be described as conserva- 
tive. 

A second factor, which probably 
provides a much greater degree of 
flexibility than might otherwise be 
the case, is income. Here main- 
tenance of income is not a compel- 
ling need as it is for college endow- 
ment and most other institutional 
funds. Not that its diminution is 
welcome, but when the circumstances 
seem so to require income may be 
and is sacrificed for safety. In the 
long run the merits of such a policy 
unquestionably prove themselves, 
provided the methods used are pur- 
sued intelligently. It is difficult and 
usually impossible without under- 
taking undue risks to recoup losses 
in a fund into which no new capital 
enters. Most institutions, notably in- 
surance companies, have a constant 
flow of new funds coming in that 
can act as “shots in the arm.” In the 
past, college endowments could usu- 
ally depend on substantial amounts 
of money from private sources. 
The present and prospective future 
burden of taxes, however, seems to 
indicate that colleges cannot expect 
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too much from this direction. It 
therefore seems that even greater 
emphasis must be placed on preser- 
vation of endowments in the future 
than in the past. That this will be a 
difficult task is without question, 
especially since it is very likely that 
common stocks will of necessity be 
a greater medium of investment in 
the future. These represent and 
always have represented risk capital, 
regardless of the merits that they 
may have at any particular time. 
Few realize how specialized the 
field of investment management is 
unless they have occasion to com- 
pare their own futile and usually un- 
successful efforts with what might 
have been. Even the most able men 
in other fields are bewildered and 
lost when exposed to the intricacies 
of finance and investment. It is often 
the case that some men responsible 
for the management of funds are 
neither by training nor by ability 
competent to do a good job. Yet the 
mediocrity of their performance is 
seldom realized, usually because their 
superiors do not have the investment 
knowledge to judge results rela- 
tively. Fundamental policy, it seems, 
should be centered around the 
question, “What is the goal to be 
sought?” Once the goal is clearly 
established, investment action con- 
cerns itself basically with three fac- 
tors, viz., safety of principal, income 
desired, and appreciation of prin- 
cipal. Except through sheer luck, 
which can never be depended upon, 
these three cannot all be had at the 
same time. The aim should be to ob- 
tain the best combination that fits 
the purposes and objectives of a 


particular fund, no matter how small 
or large. 

Probably the most significant 
aspect of the Carnegie Corporation’s 
record of investments is the caliber 
of the men entrusted with the man- 
agement of its affairs; in this re- 
spect the spirit of Andrew Carnegie 
still dominates. The sagacity and 
native shrewdness which charac- 
terized all his actions is reflected in 
the trustees whom he chose to carry 
on the business of managing - his 
fortune and “giving away” money. 
In the past eleven years practically 
all the income of more than $50 
millions has been distributed for 
educational, scientific, health, chari- 
table, and other purposes. The bene- 
fits to mankind are incalculable. If 
the objectives ever seem futile, as 
must have been the case often in the 
efforts to promote international 
peace, such things as the discovery 
of insulin made possible by a Car- 
negie grant should always provide 
the incentive to continue in the 
worthy cause. 

Andrew Carnegie would probably 
be the first to admit that it is much 
harder to keep one’s money than to 
make it. He seemed to combine the 
happy faculty of knowing how to 
make it with knowing whom to en- 
trust with its preservation and ad- 
ministration. Were he to make a 
quick visit to this chaotic world of 
ours, he certainly would not be en- 
couraged by the progress man has 
made. Nevertheless, the men he 
chose as his trustees, and their suc- 
cessors, have been carrying on so 
capably through the years that the 
benefits envisioned by the benefactor 
have far exceeded his fondest hopes. 


